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upon its distributive share of partnership in-
come.

(h) Effective dates. The rules of this 
section apply to taxable years begin-
ning after December 30, 1996. However, 
taxpayers may apply these regulations 
for taxable years beginning after July 
11, 1995, and on or before December 30, 
1996. For years beginning before De-
cember 30, 1996, see §§ 1.863–3A and 
1.863–3AT. However, the rules of para-
graph (f) of this section apply to tax-
able years beginning on or after No-
vember 13, 1998. 

[T.D. 8687, 61 FR 60547, Nov. 29, 1996; 61 FR 
65323, Dec. 12, 1996, as amended by T.D. 8786, 
63 FR 55023, Oct. 14, 1998]

REGULATIONS APPLICABLE TO TAXABLE 
YEARS PRIOR TO DECEMBER 30, 1996

§ 1.863–3A Income from the sale of per-
sonal property derived partly from 
within and partly from without the 
United States. 

(a) General—(1) Classes of income. In-
come from the sale of property to 
which paragraph (b) (2) and (3) of 
§ 1.863–2 applies is divided into two 
classes for purposes of this section, 
namely, income which is treated as de-
rived partly from sources within the 
United States and partly from sources 
within a foreign country, and income 
which is treated as derived partly from 
sources within the United States and 
partly from sources within a possession 
of the United States. 

(2) Definition. For purposes of this 
section, the word ‘‘produced’’ includes 
created, fabricated, manufactured, ex-
tracted, processed, cured, or aged. For 
determining the time and place of sale 
of personal property for purposes of 
this section, see paragraph (c) of § 1.861–
7. 

(b) Income partly from sources within a 
foreign country—(1) General. This para-
graph relates to gains, profits, and in-
come derived from the sale of personal 
property produced (in whole or in part) 
by the taxpayer within the United 
States and sold within a foreign coun-
try, or produced (in whole or in part) 
by the taxpayer within a foreign coun-
try and sold within the United States. 
Pursuant to section 863(b) such items 
shall be treated as derived partly from 
sources within the United States and 

partly from sources within a foreign 
country. 

(2) Allocation or apportionment. The 
taxable income from sources within the 
United States, in the case of the items 
to which this paragraph applies, shall 
be determined according to the exam-
ples set forth in this subparagraph. For 
such purposes, the deductions for the 
personal exemptions shall not be taken 
into account, but the special deduc-
tions described in paragraph (c) of 
§ 1.861–8 shall be taken into account.

Example 1. Where the manufacturer or pro-
ducer regularly sells part of his output to 
wholly independent distributors or other 
selling concerns in such a way as to establish 
fairly an independent factory or production 
price—or shows to the satisfaction of the dis-
trict director (or, if applicable, the Director 
of International Operations) that such an 
independent factory or production price has 
been otherwise established—unaffected by 
considerations of tax liability and the selling 
or distributing branch or department of the 
business is located in a different country 
from that in which the factory is located or 
the production carried on, the taxable in-
come attributable to sources within the 
United States shall be computed by an ac-
counting which treats the products as sold 
by the factory or productive department of 
the business to the distributing or selling de-
partment at the independent factory price so 
established. In all such cases the basis of the 
accounting shall be fully explained in a 
statement attached to the return for the tax-
able year.

Example 2. (i) and (ii) [Reserved] For guid-
ance, see § 863–3T(b)(2) Example (2)(i) and (ii). 

(iii) The term ‘‘gross sales’’, as used in this 
example, refers only to the sales of personal 
property produced (in whole or in part) by 
the taxpayer within the United States and 
sold within a foreign country or produced (in 
whole or in part) by the taxpayer within a 
foreign country and sold within the United 
States. 

(iv) The term ‘‘property’’, as used in this 
example, includes only the property held or 
used to produce income which is derived 
from such sales. Such property should be 
taken at its actual value, which in the case 
of property valued or appraised for purposes 
of inventory, depreciation, depletion, or 
other purposes of taxation shall be the high-
est amount at which so valued or appraised, 
and which in other cases shall be deemed to 
be its book value in the absence of affirma-
tive evidence showing such value to be great-
er or less than the actual value. The average 
value during the taxable year or period shall 
be employed. The average value of property 
as above prescribed at the beginning and end
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of the taxable year or period ordinarily may 
be used, unless by reason of material changes 
during the taxable year or period such aver-
age does not fairly represent the average for 
such year or period, in which event the aver-
age shall be determined upon a monthly or 
daily basis. 

(v) Bills and accounts receivable shall (un-
less satisfactory reason for a different treat-
ment is shown) be assigned or allocated to 
the United States when the debtor resides in 
the United States, unless the taxpayer has 
no office, branch, or agent in the United 
States.

Example 3. Application for permission to 
base the return upon the taxpayer’s books of 
account will be considered by the district di-
rector (or, if applicable, the Director of 
International Operations) in the case of any 
taxpayer who, in good faith and unaffected 
by considerations of tax liability, regularly 
employs in his books of account a detailed 
allocation of receipts and expenditures 
which reflects more clearly than the proc-
esses or formulas herein prescribed the tax-
able income derived from sources within the 
United States.

(c) Income partly from sources within a 
possession of the United States—(1) Gen-
eral. This paragraph relates to gains, 
profits, and income which, pursuant to 
section 863(b), are treated as derived 
partly from sources within the United 
States and partly from sources within 
a possession of the United States. The 
items so treated are described in sub-
paragraphs (3) and (4) of this para-
graph. 

(2) Allocation or apportionment. The 
taxable income from sources within the 
United States, in the case of the items 
to which this paragraph applies, shall 
be determined according to the exam-
ples set forth in subparagraphs (3) and 
(4) of this paragraph. For such pur-
poses, the deductions for the personal 
exemptions shall not be taken into ac-
count, but the special deductions de-
scribed in paragraph (c) of § 1.861–8 
shall be taken into account. 

(3) Personal property produced and 
sold. This subparagraph relates to gross 
income derived from the sale of per-
sonal property produced (in whole or in 
part) by the taxpayer within the 
United States and sold within a posses-
sion of the United States, or produced 
(in whole or in part) by the taxpayer 
within a possession of the United 
States and sold within the United 
States.

Example 1. Same as example 1 under para-
graph (b)(2) of this section.

Example 2. (i) Where an independent fac-
tory or production price has not been estab-
lished as provided under example 1, the tax-
able income shall first be computed by de-
ducting from the gross income derived from 
the sale of personal property produced (in 
whole or in part) by the taxpayer within the 
United States and sold within a possession of 
the United States, or produced (in whole or 
in part) by the taxpayer within a possession 
of the United States and sold within the 
United States, the expenses, losses, or other 
deductions properly allocated and appor-
tioned thereto in accordance with the rules 
set forth in § 1.861–8. 

(ii) Of the amount of taxable income so de-
termined, one-half shall be apportioned in 
accordance with the value of the taxpayer’s 
property within the United States and with-
in the possession of the United States, the 
portion attributable to sources within the 
United States being determined by multi-
plying such one-half by a fraction the nu-
merator of which consists of the value of the 
taxpayer’s property within the United 
States, and the denominator of which con-
sists of the value of the taxpayer’s property 
both within the United States and within the 
possession of the United States. The remain-
ing one-half of such taxable income shall be 
apportioned in accordance with the total 
business of the taxpayer within the United 
States and within the possession of the 
United States, the portion attributable to 
sources within the United States being de-
termined by multiplying such one-half by a 
fraction the numerator of which consists of 
the amount of the taxpayer’s business for 
the taxable year or period within the United 
States, and the denominator of which con-
sists of the amount of the taxpayer’s busi-
ness for the taxable year or period both with-
in the United States and within the posses-
sion of the United States. 

(iii) ‘‘The business of the taxpayer’’, as 
used in this example, shall be measured by 
the amounts which the taxpayer paid out 
during the taxable year or period for wages, 
salaries, and other compensation of employ-
ees and for the purchase of goods, materials, 
and supplies consumed in the regular course 
of business, plus the amounts received dur-
ing the taxable year or period from gross 
sales, such expenses, purchases, and gross 
sales being limited to those attributable to 
the production (in whole or in part) of per-
sonal property within the United States and 
its sale within a possession of the United 
States or to the production (in whole or in 
part) of personal property within a posses-
sion of the United States and its sale within 
the United States. The term ‘‘property’’, as 
used in this example, includes only the prop-
erty held or used to produce income which is 
derived from such sales.
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Example 3. Same as example 3 under para-
graph (b)(2) of this section.

(4) Personal property purchased and 
sold. This subparagraph relates to gross 
income derived from the purchase of 
personal property within a possession 
of the United States and its sale within 
the United States.

Example 1. (i) The taxable income shall 
first be computed by deducting from such 
gross income the expenses, losses, or other 
deductions properly allocated or apportioned 
thereto in accordance with the rules set 
forth in § 1.861–8. 

(ii) The amount of taxable income so deter-
mined shall be apportioned in accordance 
with the total business of the taxpayer with-
in the United States and within the posses-
sion of the United States, the portion attrib-
utable to sources within the United States 
being that percentage of such taxable income 
which the amount of the taxpayer’s business 
for the taxable year or period within the 
United States bears to the amount of the 
taxpayer’s business for the taxable year or 
period both within the United States and 
within the possession of the United States. 

(iii) The ‘‘business of the taxpayer’’, as 
that term is used in this example, shall be 
measured by the amounts which the tax-
payer paid out during the taxable year or pe-
riod for wages, salaries, and other compensa-
tion of employees and for the purchase of 
goods, materials, and supplies sold or con-
sumed in the regular course of business, plus 
the amount received during the taxable year 
or period from gross sales, such expenses, 
purchases, and gross sales being limited to 
those attributable to the purchase of per-
sonal property within a possession of the 
United States and its sale within the United 
States.

Example 2. Same as example 3 under para-
graph (b)(2) of this section.

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as 
amended by T.D. 7456, 42 FR 1214, Jan. 6, 1977; 
T.D. 8228, 53 FR 35506, Sept. 14, 1988. Redesig-
nated by T.D. 8687, 61 FR 60545, Nov. 29, 1996]

§ 1.863–3AT Income from the sale of 
personal property derived partly 
from within and partly from with-
out the United States (temporary 
regulations). 

(a) [Reserved] 
(b) Income partly from sources within a 

foreign country.
(1) [Reserved] 
(2) Allocation or apportionment.

Example 1. [Reserved]
Example 2. (i) Where an independent fac-

tory or production price has not been estab-
lished as provided under Example (1), the 

gross income derived from the sale of per-
sonal property produced (in whole or in part) 
by the taxpayer within the United States 
and sold within a foreign country or pro-
duced (in whole or in part) by the taxpayer 
within a foreign country and sold within the 
United States shall be computed. 

(ii) Of this gross amount, one-half shall be 
apportioned in accordance with the value of 
the taxpayer’s property within the United 
States and within the foreign country, the 
portion attributable to sources within the 
United States being determined by multi-
plying such one-half by a fraction, the nu-
merator of which consists of the value of the 
taxpayer’s property within the United States 
and the denominator of which consists of the 
value of the taxpayer’s property both within 
the United States and within the foreign 
country. The remaining one-half of such 
gross income shall be apportioned in accord-
ance with the gross sales of the taxpayer 
within the United States and within the for-
eign country, the portion attributable to 
sources within the United States being de-
termined by multiplying such one-half by a 
fraction the numerator of which consists of 
the taxpayer’s gross sales for the taxable 
year or period within the United States, and 
the denominator of which consists of the 
taxpayer’s gross sales for the taxable year or 
period both within the United States and 
within the foreign country. Deductions from 
gross income that are allocable and 
apportionable to gross income described in 
paragraph (i) of this Example 2 shall be ap-
portioned between the United States and for-
eign source portions of such income, as de-
termined under this paragraph (ii), on a pro 
rata basis, without regard to whether the de-
duction relates primarily or exclusively to 
the production of property or to the sale of 
property. 

(b)(2) Example (2)(iii) through (c)(4) [Re-
served]

[T.D. 8228, 53 FR 35506, Sept. 14, 1988. Redesig-
nated by T.D. 8687, 61 FR 60545, Nov. 29, 1996]

§ 1.863–4 Certain transportation serv-
ices. 

(a) General. A taxpayer carrying on 
the business of transportation service 
(other than an activity giving rise to 
transportation income described in sec-
tion 863(c) or to income subject to 
other specific provisions of this title) 
between points in the United States 
and points outside the United States 
derives income partly from sources 
within and partly from sources without 
the United States. 

(b) Gross income. The gross income 
from sources within the United States
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